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PROTECTION AND THE FORMATION OF CAPITAL 

TO an economist imbued with the doctrines of the classical 
school nothing seems more inexplicable and dishearten- 
ing than the vitality of the " protectionist fallacy." That 
protectionism should dominate practical politics is of course not 
at all extraordinary. Well-organized, free-handed practical 
interests naturally prevail in politics over frugal, disinterested 
science. What is rightly disturbing to the free-trade theorist is 
the defection of the thousands of young men who, as college 
students, have been taught to weigh the unseen disadvantages 
of the restrictive policy against its apparent advantages. Why 
is it that after a few years of active business life the college 
free-trader becomes a practical protectionist? 

Must we believe that this apostasy from sound doctrine is 
due to the fact that in business life the college alumnus finds 
that his practical interests are bound up with the protective sys- 
tem, and that he changes his theories accordingly? In some 
cases this is no doubt true. Nevertheless, I believe that as a 
rule the college-bred business man is quite able to distinguish 
between his own interest and that of the body politic, and quite 
frank enough to admit that these interests may at times conflict. 

The true explanation of the phenomenon to which I have 
alluded is, I think, that active business men are guided by a 
theory of the effects of protection which is neither so definite 
nor so fatuous as the hypothetical theories which teachers of 
political economy expose to the ridicule of their students. What 
this theory is it would be difficult to ascertain directly, even 
from those business men who are willing to state their views 
formally and at length. It would be equally difficult to learn, 
from an ethical discourse by the average man, what the popular 
theory of right and wrong really is. If, however, we examine a 
series of popular ethical judgments, we are likely to find that 
they imply a tolerably sane and systematic theory of right and 
wrong. From the fact that the business man defends his pro- 
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tectionist views with arguments that were exploded a century 
ago, we are not justified in assuming that no tenable theory 
underlies his attitude. Rather, we should note his judgments, 
and endeavor to deduce the theory implicate in them. 

The modern protectionist will readily accept the following 
judgments as truly his own : 

Protection should be accorded, as a right, only to branches 
of industry capable of rapid development. Rapidity of develop- 
ment of an industry under protection is prima facie evidence 
that the policy of protection is expedient. So long as rapid 
development continues, protection should not be withdrawn. 

Protection of manufactures is in general far more promising 
than protection of agriculture. 

Protection, when accorded, should be on a liberal scale. It 
should offer decidedly more than bare compensation for the dis- 
advantages under which the domestic industry labors. 

Given equal potentialities of development, an industry which 
has few natural disadvantages to overcome should be given the 
preference over an industry which labors under many disadvan- 
tages. But an industry with large potentialities of develop- 
ment, even if generous and long-continued duties are necessary 
for its maintenance, is to be preferred to an industry of small 
potentialities which is quickly rendered self-supporting. That 
an industry may never become wholly self-supporting — i. e., 
able to maintain itself in the face of foreign competition — is not 
a sufficient reason for withholding protection from it. 

It will be seen that the " infant industry " argument is implied 
in the foregoing judgments. This argument alone, however, 
would hardly justify the emphasis laid upon protection to manu- 
factures, as contrasted with protection to agriculture. Further, 
the measure of protection that would be sufficient to make pos- 
sible the introduction of a new industry would be regarded by 
the practical protectionist as far too meagre. Again, the " in- 
fant industry " argument can not serve as a defense of protection 
of industries that will never become self-supporting. In effect 
the working theory of the practical protectionist involves a more 
liberal measure of protection, a longer continuance and a broader 
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extension of the policy than the "infant industry" argument 
could possibly justify. 

How far the "home market" and the "diversification of 
industry " arguments enter into the business man's view I am 
not rash enough to attempt to determine. The former, how- 
ever, was invented chiefly for the edification of producers of 
export agricultural products ; the latter for that of the working 
class. The business man's theory more naturally connects itself 
with the " theory of productive powers " ; and it is upon one 
feature of this somewhat vague theory that I intend to lay 
emphasis. The protective system is most frequently com- 
mended by business men on the ground that it has rendered 
possible the accumulation of vast amounts of capital ; tariff 
revision is feared because it destroys capital. Herein, I think, 
lies the kernel of the theory of the practical protectionist. His 
view of the laws governing the formation and maintenance of 
the social capital are fundamentally different from those of the 
free-trade theorist. In the opinion of the latter the capital 
which is employed to equip a new industry, rendered possible 
through protection, is merely diverted from other branches of 
industry. In the creation of this capital protection plays no 
part. The practical protectionist, on the other hand, regards 
the capital employed by a protected industry as mainly a new 
creation — a net addition to the productive wealth of a nation. 
My purpose in writing this paper is to consider whether there is 
an element of truth in this view. If there is, it is obvious that 
many of the accepted views on protection will need revision. 



That additions to the capital of a nation must come from its 
annual income may be accepted as self-evident. 1 That the 
income of a nation will, at a given time, attain its maximum 
under perfect freedom of trade is a proposition that admits 
only rare exceptions. Each nation possesses a number of 

1 Capital imported into a nation is, in a sense, an exception to this rule. For the 
purposes of the present paper it is not necessary to take account of such imported 
capital. 
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opportunities of varying productiveness for the employment of 
its labor and capital. If, in thought, we arrange these oppor- 
tunities in a series, according to their respective degrees of 
productiveness, we may safely assume that an expanding fund 
of labor and capital will occupy these opportunities in the order 
of their productiveness. Under perfect freedom from all gov- 
ernmental interference in industry, the poorest opportunity 
exploited at a given time will be superior to any opportunity 
left unexploited. Any unexploited opportunity may, it is true, 
be rendered profitable from the view-point of private enterprise 
through the grant of a bounty from the state or through an arti- 
ficial enhancement in the price of goods resulting from the 
imposition of a protective duty. In either case a burden must 
be placed upon the incomes derived from the better natural 
opportunities in order to induce men to occupy themselves with 
the less favorable opportunities. Since men engaged in the 
industries which are thus in need of the public bounty encounter 
natural disadvantages, it follows that their net gain through the 
bounty must be less than the burden entailed upon other mem- 
bers of the nation. Such is the familiar argument that protec- 
tion in any form necessarily diminishes the national income. 
Protectionist and free-trader must agree that in general the 
argument is irrefutable. There are rare cases in which protec- 
tion may not have the immediate effect of reducing the national 
income, but no writer can dwell upon them without arousing 
the suspicion of disingenuousness. 

Does it not, then, follow that the capacity of a nation to accu- 
mulate capital will be greater under free trade than under pro- 
tection ? In a sense it does. But does it follow that the accu- 
mulation of capital will actually be greater under free trade? 
This view is implied in most free-trade discussions ; I have, 
however, been unable to find it anywhere so clearly expressed 
as in the following passage from Adam Smith : 

The industry of the society can augment only in proportion as its 
capital augments, and its capital can augment only in proportion to 
what can be gradually saved out of its revenue. But the immediate 
effect of every such regulation [a protective duty] is to diminish its 
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revenue , and what diminishes its revenue is certainly not very likely to 
augment its capital faster than it would have augmented of its own 
accord , had both capital and industry been left to find out their natural 
employments.' 

If all classes in society saved equal proportions of their in- 
comes, it would follow of necessity that whatever tends to 
reduce the national income must reduce the annual addition to 
the fund of capital. If the various social-economic classes 
differed in respect to thrift, but were all adversely affected in 
the same degree by the adoption of a restrictive policy, it 
would follow with equal necessity that such a policy would 
retard accumulation. But in fact the disposition to accumulate 
capital varies widely in the different classes that compose a 
nation ; and it is the essence of protection to alter the propor- 
tions in which the social income is distributed. At one time 
agriculture is burdened for the benefit of manufactures; at 
another time the reverse is true. At one time rents are raised 
through protection ; at another time the business enterpriser is 
the chief beneficiary of the policy. We cannot, therefore, 
accept without further examination the view that protection 
and the consequent reduction of the social income must neces- 
sarily retard the accumulation of capital. Indeed, we can easily 
construct hypothetical cases in which the formation of capital 
would actually be stimulated by the very policy that reduces 
the aggregate social income. Whether such hypothetical cases 
are exceptions to be ignored or types to be dealt with by science 
is a question requiring candid consideration. 

II 
In an earlier article * in this review I endeavored to show that, 
apart from purely individual differences in thrift, the tendency 
to save is affected by general economic and social conditions 
that enable us to group the members of a given society into 
more or less distinct thrift classes. 

1 Wealth of Nations, bk. iv, ch. iii. 

"' Influences affecting the Development of Thrift," Political Science Quar- 
terly, vol. xxii, no. I, pp. 224-244. 
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Granted a surplus of income above mere physical needs, a 
man's economic situation prompts him to save in so far as it 
offers inducement for investment. His social situation prompts 
him to save in so far as the possession of capital is the readiest 
means of acquiring social esteem. Putting the same idea in 
negative terms, a man is not very likely to save if he knows of 
no investment that seems attractive to him; he is not very 
likely to save if the direct road to the esteem of his fellows lies 
through expenditures for consumption rather than through the 
acquisition of capital. 

As I endeavored to show in the article cited, the most at- 
tractive form of investment, from a purely personal point of 
view, is the acquisition of tangible capital goods to be employed 
under one's own control. Such an investment gains additional 
attractiveness from the fact that it gives visible evidence of eco- 
nomic efficiency. Accordingly, those who are in a position to 
make such investments have the strongest incentive to save. 
These persons are the capitalist enterprisers who have not yet 
fully equipped their businesses with the capital goods that the 
existing state of technique requires. These enterprisers we may 
therefore place in our highest thrift class. 

We may assign to a lower thrift class the men who live upon 
salaries or upon the returns from professional service. They 
have no ever-present means of investment ; further, they are 
under the domination of fairly rigid standards of consumption. 
They must, however, make provision for disability or super- 
annuation, since their standard of consumption is one which 
takes account of a long period of years. To a certain extent 
they are therefore forced to become capitalists. 

In a yet lower class I should place those who derive their 
incomes from rents, interest on mortgages and bonds, dividends 
on stocks, etc. — the funded income class, to employ a favorite 
expression of the sociological economists. These also are in 
no peculiarly favorable situation to make new investments ; they 
are likely to be subject to rigid standards of consumption, and, 
furthermore, they are under no compulsion to set apart a por- 
tion of their incomes for future needs. In the lowest class of 
all I place the great mass of workingmen, since they have the 
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least favorable opportunity for investment and are subject to 
the most tyrannical standards of consumption, which moreover, 
lay chief emphasis upon the present. 1 

When an industry has reached the acme of its development, 
in relation to the existing state of technique, the position of the 
independent capitalist-enterpriser becomes assimilated to that 
of the recipient of funded income. True, some enterprisers will 
expand their business, encroaching upon that of less capable 
competitors. Some will save part of their incomes and invest 
in other lines of business, just as some will gradually surrender 
their capital to persons not directly engaged in the industry. 
But, as a class, the enterprisers in the industry will maintain 
their capitals intact, while rising standards of consumption will 
absorb the annual income. 

Accordingly we are justified in drawing a distinction between 
the capitalist-enterprisers engaged in an industry which quickly 
attains its full development, and those engaged in an industry 
which is capable of practically unlimited development. The 
former quickly reach a point where they pass from the highest 
thrift class to a lower one ; the latter may never reach such a 
point. A class of agricultural enterprisers, for example, may 
in two or three decades obtain the full complement of capital 
goods that the existing state of technique requires and permits ; 
a class of manufacturing enterprisers may not reach that point 
in half a century. A change in agricultural technique may 
postpone the point of full equipment for another decade; 
changes in manufacturing technique are likely to postpone the 
point of full equipment to a far more remote period. Thus we 
arrive at the conclusion — which is amply borne out by practical 
experience — that the richest and most enduring source of new 

1 The large sums deposited to the credit of workingmen in the savings banks may 
at first sight seem to disprove my contention that the working classes are prevented 
by their economic and social position from saving any considerable part of their in- 
comes. It is, however, a well-known fact that the workmen who display the highest 
degree of thrift are the immigrants, who naturally find a margin between the Ameri- 
can rate of pay and the standard of living that they brought with them. It can 
scarcely be doubted that the process of Americanization will gradually reduce this 
margin. 
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capital is the "profit" (interest and profit) of the manufactur- 
ing capitalist-enterpriser. 1 

Ill 

A practical tariff system can not bestow all its benefits upon 
a higher thrift class and impose all its burdens upon a lower 
one. A change in methods of transportation may expose to 
foreign competition an industry that has reached practically full 
development; and those who derive their incomes from that in- 
dustry may have sufficient political influence to secure the enact- 
ment of laws for the protection of their vested interests. Thus 
protection has been invoked, in many of the countries of conti- 
nental Europe, to check the inrush of cheap agricultural pro- 
ducts from over sea. Such protection does little more than 
enable the landed aristocrat to maintain his accustomed scale of 
expenditures. Although it may preserve the peasant proprietor 
from a shrinkage of income, it does not place him in a position 
to accumulate much capital. Agricultural protection in Europe, 
then, does not bestow its benefits upon the highest thrift classes. 
In some cases protection may be employed to prolong the ex- 
istence of forms of industry that have long since entered upon 
their decline. Thus protection in France, in the early part of 
the nineteenth century, served to postpone the final extinction 
of many forms of industry still in the handicraft stage. The 
benefits enjoyed by persons engaged in such forms of industry 
did not lead to any considerable accumulation of capital. 

Nevertheless it can hardly be denied that the chief benefits 
of modern protectionism have been bestowed upon those en- 
gaged in capitalistic enterprise. In the latter half of the eigh- 
teenth century the chief beneficiaries of protection in England 
were the capitalist-manufacturers. Agricultural protection ex- 
isted, indeed, but such protection had little effect upon the prices 
of agricultural products, as England was still an exporting coun- 

1 The profits of the merchant, under modern conditions, are an almost equally rich 
source of capital. There is of course nothing in manufacture as such to give it 
primacy in this respect. The economic and social influences affecting the merchant 
are analogous to those affecting the manufacturer. I have ignored the former, chiefly 
because his position, in regard to protection, is practically neutral. 
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try. Only after 1815 did the corn laws perceptibly affect agri- 
cultural prices, 1 and restrictions upon the importation of meat 
and live animals were of still less significance. Protection to 
manufactures was not limited to import duties alone. The re- 
strictions upon exportation of wool also served to divert income 
from the agricultural to the manufacturing classes. It is true 
that as late as 1750 the woolen industry was still, superficially, 
in the handicraft stage. Nevertheless, the essential character of 
the industry was capitalistic, and we can not be far from right 
in assuming that the advantages gained from the restrictions 
upon the importation of woolens and the exportation of raw 
wool fell chiefly to the merchant-manufacturer. The com- 
mercial treaty with Portugal, again, represented a burden upon 
the funded income class, and a benefit for the rising manufac- 
turers. The Navigation Acts, furthermore, had the effect of 
diverting income in large measure from static branches of pro- 
duction to the rapidly developing business of commercial 
shipping. 

After 1 81 5, it is true, protection in England had the reverse 
effect. Manufacturing industries were developing beyond the 
national boundaries ; protection to manufactures was therefore 
of little avail. Agriculture, on the other hand, had much to 
gain through protection. In so far as the high prices of corn 
failed to raise wages, the working classes bore the burden of 
sustaining rents. In so far as the high prices of food raised the 
level of wages, the business of manufacturing was taxed for the 
benefit of the landlord. In the former case, income was diverted 
from one low thrift class to another scarcely higher in the scale. 
In the latter case income was diverted from a higher thrift class 
to a lower one. It is significant that a system of protection 
having this effect was not long allowed to stand. 

In the United States protection, down to the present day, 
has meant little but the diversion of income from all other 
classes in society to the capitalist manufacturer. Every capi- 
talist manufacturer has indeed been forced to contribute to the 
prosperity of other capitalist manufacturers. The farmer and 

1 Cf. Nicholson, The History of the English Corn Laws, p. 47. 
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the wage-earner, however, have alone been compelled to con- 
tribute without any immediate compensation. These classes 
alone have carried a net burden ; the manufacturer alone has 
secured a net gain. Nowhere has this relation appeared more 
evident than in the case of producers of raw materials for ex- 
port, forced to buy their supplies at home. It was natural that 
in ante-bellum days the slaveholder should feel that he was 
being taxed for the benefit of the Northern manufacturer. In 
recent years the relation has been obscured by the development 
of the home market. The situation, nevertheless, remains 
essentially the same. 

In the case of the United States it is true that a rapidly de- 
veloping agriculture has been taxed for the benefit of rapidly 
developing manufactures. Accordingly, there may be some 
question whether a lower thrift class has been forced to con- 
ttibute to a higher one. Under free trade, nevertheless, agri- 
culture in any particular community would quickly have attained 
to a state of full development, and thus would have ceased to 
give large incentive to thrift. When the slaveholder had his 
land fully equipped with slaves, he employed his surplus in- 
come in the purchase of consumer's goods. The conduct of 
the small farmer of the North was essentially similar. If, then, 
the burdens imposed upon agriculture retarded the formation 
of agricultural capital, such postponement of the point of full 
equipment did not, in the long run, seriously diminish the 
national accumulation. The impetus given to manufactures, 
which under modern conditions possess almost unlimited power 
of absorbing capital, must, of itself, have tended to accelerate 
accumulation. 

Protection in Germany, down to the rise of the agrarian party, 
likewise favored the bourgeoisie. In France the peculiar customs 
of the agricultural population have placed it in the position of 
perhaps the highest thrift class. In that country agricultural 
protection has no doubt tended to increase accumulation. The 
high price of food doubtless contributes to the volume of rentes 
in French hands. In Italy, Russia, Japan, protection is to-day 
assisting in the creation of a class of capitalist manufacturers. 

It is worth noting that in the long run protection in a demo- 
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cratic state must favor the higher thrift classes at the expense 
of the lower. In every state protection is essentially a minority 
interest. The export industries can gain nothing from the 
policy ; industries that supply a purely local demand also gain 
nothing. It is easy to see that these two groups of industries 
must outweigh, in importance, the industries that would suffer 
under foreign competition. The number of persons whose real 
incomes are diminished by protection will almost inevitably ex- 
ceed the number of persons whose incomes are enlarged by it. 
Hence nothing but superior leadership in practical politics and 
superior organization can make protection possible in the long 
run. It is because he is keenly alive to every opportunity of 
gaining increase in profits through political influence and is always 
ready to invest capital in creating political sentiment favorable 
to himself that the capitalist-enterpriser prevails over the aloof- 
ness of the funded income class, the divided counsels of the 
agricultural class and the preoccupation of the wage-earners in 
problems directly affecting the labor contract. It is true that 
in Germany, France and Italy the agricultural interests have 
been accorded a measure of protection. Nevertheless, one may 
be rash enough to predict that before many decades the com- 
mercial policy of those countries will be dictated by the capi- 
talist-enterprisers, the bourgeoisie, as in England and in the 
United States. 

IV 

If it is true that the general tendency of modern protectionism 
has been to divert income from a lower thrift class to a higher 
one, we are justified in saying that there is at least a presump- 
tion that protective duties have played some part in equipping 
modern society with the vast stock of capital goods which it 
now possesses. For proof of this thesis we must have recourse 
to an analysis of the effects of protection upon capital forma- 
tion in concrete instances. We must show that protection 
enables a given industry to equip itself with capital goods with- 
out at the same time reducing in equal degree the capital equip- 
ment of other industries. 

Let us suppose that in a country which formerly imported its 
silk, a heavy duty is levied upon such fabrics with the object of 
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creating a silk-manufacturing industry at home. Men who had 
planned to establish themselves and their capitals in other lines 
of business are now induced to enter the silk industry. These 
men naturally avail themselves to a certain extent of the free 
capital already in existence in the form of banking capital ; to a 
certain extent they draw to themselves a part of what we may 
call the natural increase of capital in the communities in which 
they live. In so far, then, we are dealing with a simple diver- 
sion of capital from one set of investments to another. The 
capital goods with which the new industry is equipped thus 
represent no net addition to the productive wealth of the 
country. 

We are not, however, at liberty to assume that enough capi- 
tal will be secured in this way to make possible the complete 
supplying of the domestic market with silk goods. A new in- 
dustry is naturally speculative in its character; and the more 
conservative capitalist enterprisers are slow to enter it. The 
number of enterprisers who will take the risk of establishing 
silk mills will probably not be large; their credit, moreover, 
will probably be narrowly limited. In the nature of the case, 
the industry, even if it is apparently a success, will be under- 
supplied with capital. This means that capital will be more 
than ordinarily productive in the industry; it means further 
that the enterprisers as a class will be steadily endeavoring to 
secure more capital in order to expand their operations. Under 
the circumstances it is inevitable that a large proportion of the 
profits created by the industry will be reinvested in it Here 
then we have what appears to be a net addition to the produc- 
tive wealth of the country. 

On the other hand, it must be admitted that the high price 
of silk goods, which is the true cause of the profits of the pro- 
tected silk manufacturer, reduces the real income of those per- 
sons who consume silks. A fabric that cost one dollar under 
free trade now costs a dollar and a half. Since it is improb- 
able that the consumers of silks will be able, through the use of 
cheaper grades or otherwise, to avoid paying a greater aggre- 
gate sum for silks under protection than under free trade, their 
power of purchasing other consumers' goods and their power 
to save are reduced. 
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Some of the consumers of silk goods spend practically their 
entire incomes for consumers' goods. If these are compelled 
to pay higher prices for silks, the accumulative power of society 
is not in the least reduced. Some consumers of silks, while 
saving part of their incomes, have a fairly definite sum set apart 
for current expenses. If one item in their consumption exacts 
a larger sum than formerly, other items are pared down so that 
the aggregate consumption remains the same. In this case also 
the accumulative power of the community is not reduced. 
Finally there may be a class having rigid standards governing 
the quantities and qualities of goods consumed, but no such 
standards governing the absolute amount of money to be spent. 
If these persons have incomes that more than suffice to com- 
mand all the commodities entering into the standard of con- 
sumption, there is a surplus which may be saved. So far as 
such persons are concerned a rise in the price of silks means a 
reduction in the surplus for accumulation. It is obvious, how- 
ever, that if this class exists, it is a very unimportant one. It 
is composed of those who refrain from spending only when they 
cannot think of anything they would like to buy. Accordingly 
we may say that the indirect influence of the duty on silks in 
checking accumulation is practically negligible, while the direct 
influence of the duty in stimulating accumulation is of decided 
importance. Silk consumers represent a distinctly lower thrift 
class than silk manufacturers. 

We arrive at practically the same results if we select, instead 
of a commodity entering chiefly into the consumption of the 
well-to-do, a commodity entering chiefly into the consumption 
of the wage-earners. Assuming, as we have a right to do, that 
wages are more than sufficient for bare physical needs, there is 
little chance that the duties on goods consumed by the wage- 
earners will be shifted to any other class. Now, a large pro- 
portion of the wage-earning class saves practically nothing, 
whether real wages are high or low. Standards of consumption 
tend constantly to rise and absorb any surplus income that may 
appear. A duty borne by this part of the wage-earning class 
places no check upon accumulation. Another part of the same 
class follows a definite policy of saving. They set apart a cer- 
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tain amount each month or each year, perhaps in the form of 
insurance premiums, trade-union dues, instalments on houses, 
etc. Members of this class, when compelled to pay higher 
prices for some element in their consumption, buy less or poorer 
qualities of other things. So far as this class is concerned no 
check upon accumulation results from the duty. Finally, there 
is a class who save whatever they can after strictly necessary 
expenses have been met. In so far the indirect effect of the 
duty is to reduce the power of accumulation. In view of the 
frequent complaints of the lack of thrift of the wage-earner, we 
are justified in assuming that the last class is not a very import- 
ant one, and that in the main the effect of the duty is to divert 
income from a lower thrift class to a higher one, and hence to 
give an impetus to the formation of capital. Whether the gain 
in national productive power is worth the cost is a question that 
naturally arises. It is, however, not pertinent to the present 
inquiry. 

The case is somewhat more complicated when one of the 
higher thrift classes is burdened for the benefit of another. 
Barbed wire is a commodity which is used chiefly where agri- 
culture is in a stage of rapid development. When an agri- 
cultural community becomes fully developed, the barbed wire 
fences are replaced by fences less unsightly and less dangerous. 
Accordingly we may say that a duty on barbed wire burdens 
one of the highest thrift classes — the independent farmer in a 
developing community. Under the circumstances the farmer 
saves whatever he possibly can, in order to improve his farm, 
and any increase in price of supplies represents a deduction 
from the sum that can be saved. 

Yet the stage of rigid economy and rapid accumulation on 
the farm is, as has already been pointed out, a relatively brief 
one. We will put it at twenty years, under the most favorable 
circumstances — that is, when no burden of protective duties is 
imposed upon the farmer. With the burden of duties to bear, 
the farmer may need twenty-five years instead of twenty to 
reach the point where accumulation slackens. The contribu- 
tion made to the national capital by an individual farmer is less 
under protection than under free trade for each year up to the 
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twentieth; after the twentieth year, accumulation is greater 
under protection than it would have been under free trade. In 
a nation having every gradation of agricultural development in 
its various sections, we may safely assume that the net effect of 
the protective taxes upon agriculture is rather to limit con- 
sumption than to check accumulation. 

One industry of indefinite developmental potentialities may 
be taxed for the benefit of another in the same class. Thus 
protection may be granted to a developing manufacturing in- 
dustry which produces materials used by another developing 
manufacturing industry. In this case the second industry may 
enjoy exceptionally heavy duties, to compensate it for the bur- 
den which it bears. But it may well be that it can not raise its 
prices to as high a figure as the duty would permit without seri- 
ously reducing its sales. In this case a net burden is imposed 
upon it, and the effect must be to check accumulation. The 
industry which produces materials, on the other hand, gains a 
net benefit, which must tend to encourage accumulation. In 
general, such a duty must be regarded as neutral, as may also a 
duty burdening a low thrift class for the benefit of another low 
thrift class. We may dispense with a further analysis of the 
latter class of neutral duties, because, as has already been 
pointed out, they are not likely to play a very important r61e in 
practical commercial policy. 

An objection that will naturally arise in connection with the 
argument in this section now demands attention. I have admit- 
ted that the income taken by protective duties from one class 
exceeds the net income derived from the duties by another 
class. Let us say that the burden upon silk consumers amounts 
to ten million dollars. All this sum can not be a net gain to 
the silk manufacturer. The reason he needed protection was 
that the bare cost of production at home exceeded cost of im- 
portation. Part of the ten million must be used to cover this 
excess of cost. If the duty were " scientific " — that is, if the 
duty merely placed the silk manufacturer on an equal footing 
with the importer — the whole ten million would be required to 
cover this excess of cost. There would be no fund in the 
hands of the manufacturer from which to accumulate new 
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capital, while if the ten million had been left in the hands of 
the silk consumers some of it would have been saved. 

All this is true. But one may safely challenge all the econo- 
mists in the world to point to one instance of a " scientific " 
tariff. And in the nature of things there can be no such tariff. 
What manufacturers' association would conduct political cam- 
paigns, roll logs and otherwise exert itself for the mere privilege 
of being placed on an equality with the foreigner? What 
would be the object in establishing a new industry if it were to 
offer only ordinary profits — profits that might be secured from 
industries already existing? Practically, we may be sure that a 
large part of the ten million tax upon the silk consumers will be 
surplus revenue for the silk manufacturers, and we may also be 
quite sure that a large part of that surplus will be reinvested in 
the industry. And with the natural progress of technique in 
the industry the surplus for accumulation grows larger and 
larger. 

It is true that if the protected industry operates under great 
natural disadvantages, as in the classic case of producing wine 
in Scotland, the burden upon the consumer will be so much 
greater than the net gain to the producer that, even if the for- 
mer is extremely thriftless and the latter extremely saving, the 
net effect upon national accumulation will be unfavorable. But 
it is not the practice of enterprisers to demand, nor of statesmen 
to grant, protection for industries that labor under extraordinary 
disadvantages. Rather, the selection of industries for protection 
tends to be such that the greater part of the tribute exacted 
from the consumer is bestowed upon the producer in the form 
of profits, instead of being wasted in an insane struggle with 
refractory natural conditions. 



When a protected industry has attained to a stage of devel- 
opment in which it practically supplies the domestic market, a 
process of concentration naturally takes place, if technical con- 
ditions give the larger establishment a decided advantage over 
the smaller. While this process of concentration is taking 
place, the capital of the more successful enterprisers in the in- 
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dustry constantly augments. This increase in capital may 
represent, in part, only an absorption of capital formerly em- 
ployed by enterprisers who have yielded up their independence. 
In some measure, too, it is offset by waste of capital fixed in 
the less successful establishments. For reasons that will later 
be given, this waste is not so formidable as it at first may seem, 
and we are justified in holding that the capital which is found 
for the extension of the operations of the better establishments 
is in the main a new creation, arising out of the profits that pro- 
tection makes possible. This means that protection does not 
cease to encourage the formation of capital so long as the pro- 
cess of concentration continues. 

From the fact that the larger establishment, in a given stage 
of the process, has an advantage over the smaller, men are 
easily led to believe that in the long run a single monopolistic 
enterprise must dominate an industry. There are reasons for 
believing that the greatest advantages from mere increase in 
size of establishments appear in the early stages of the process ; 
that while a plant with equipment worth a million dollars has 
enormous advantages over a plant worth $100,000, an establish- 
ment with plant worth $10,000,000 possesses no such over- 
whelming advantage over its $1,000,000 competitor. If this is 
true, we may assume that the process of concentration will con- 
tinue until an equilibrium of competing power among the vari- 
ous surviving establishments is attained. Each establishment 
then holds possession of a definite market; each establishment 
maintains its plant intact, but refrains from making any exten- 
sions. Some of those who derive their income from the indus- 
try may extend their individual holdings of the capital invested 
in it ; some may invest in other industries. It is clear, how- 
ever, that the industry itself no longer serves to stimulate thrift. 
Those deriving their incomes from it hold a position analogous 
to that of the recipient of funded income. If the industry still 
receives protection, such protection, in effect, diverts income 
from other classes in society to a class which no longer has 
especial incentive to save. 

Under modern conditions, however, long before the process 
of concentration has created an equilibrium of competing 
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power, and often even before the domestic market has been 
supplied, an artificial unity is created in the industry through 
combination. The formation of a monopolistic combination 
does not necessarily check at once the formation of capital. 
Indeed, the high profits arising partly from monopolistic manip- 
ulation of prices, partly from the economies of large-scale 
production, are likely to give a great impetus to the formation 
of capital. This new capital may be invested in an improved 
equipment for the monopolized industry, or it may find its way 
into other industries. Every student of American finance must 
recognize the importance of the additions to the fund of free 
capital arising from monopolistic profits. Nevertheless, when 
an industry is controlled by a monopoly it reaches the point of 
full equipment sooner than it would have done had no monopoly 
existed. Monopoly prices are high prices ; monopoly supply is 
a limited supply. And to produce the smaller supply that will 
be taken at a high price a smaller investment is necessary. 
Furthermore, the income from monopoly profits, being toler- 
ably constant through a long period of time, tends to fall into 
the class of funded incomes. Why should a man with a com- 
fortable income from stock in a monopoly set aside part of it 
for the future? The monopoly will abide, and yield more lib- 
eral profits as society grows richer. It is obvious that standards 
of consumption can easily encroach upon monopoly incomes. 1 

An industry organized as a trust or a Kartell may not, how- 
ever, content itself with the home market. While limiting out- 
put and maintaining prices at home, it may be reaching out to 
control foreign markets as well. In the domestic field its policy 
is controlled by the principles of monopoly ; in the foreign field 
by the principles of competition. The high profits derived 
from the monopolistic prices paid by the domestic consumer 
afford a fund from which capital may be readily accumulated ; 
the limitless field of the world market affords inviting opportu- 
nity for investment. The holder of stock in such an enter- 
prise receives, along with his munificent dividends, an offer, on 
" insiders' " terms, of new stock issued to secure capital for the 

' Cf. Clark, Essentials of Economic Theory, pp. 355 et seq. 
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development of a promising branch of the export trade. There 
are many and just objections to the practice of selling goods at 
monopoly prices at home and at competitive prices abroad. 
Yet it must be obvious that a monopoly that adopts this practice, 
instead of resting content with the profits from the domestic 
market, may be a powerful engine for the creation of a national 
capital. 

VI 

There is, it must be admitted, an appearance of unreality in 
productive power that must be created and sustained by the 
social bounty. Will not the capital that comes into existence 
by virtue of a protective system melt away when once protec- 
tion is removed ? Or will the owners of that capital be able to 
transfer it to other uses when they can no longer control the 
commercial policy of the nation ? 

The problem involved is that of the persistence of capital. 
This is a problem of extraordinary complexity, which neverthe- 
less is usually treated by economists as one of such simplicity 
that it needs no elucidation. For the present it is sufficient to 
suggest that no " reproductive power " in the material goods 
themselves will account for the persistence of capital, but that 
the true explanation of the phenomenon is to be sought in the 
persistence of purposes in the mind of the capitalist. 

A man will make greater sacrifices to maintain ntact a fund 
of wealth once acquired than he would have made to acquire 
that fund. In a class enjoying comfortable incomes from prop- 
erty it is the exceptional man who will add to his parent stock 
of wealth; it is also the exceptional man who will allow that 
stock to decay. If a man's funded income is impaired, he does 
not as a rule accept the loss passively, scaling down his capital 
fund in proportion to the shrinkage in his income. Rather, he 
makes an endeavor to restore his declining fortunes, sacrificing 
present comforts, if need be, to that end. 

Let us suppose that an industry has reached the stage of 
development where it no longer offers inducement to accumu- 
late capital, and that the duty which has sheltered its growth is 
to be removed. We will place the capital invested at $50,000,- 
OOO, and will assume that the standards of consumption of the 
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investors have risen to the point where they absorb practically 
the entire income. And, to add one more assumption, we will 
suppose that the duty is not unceremoniously stricken off the 
tariff list, but that it is gradually reduced, not disappearing alto- 
gether for, say, ten years. If the industry is one that can not 
exist without protection, those who have their capital invested 
in it are confronted with the necessity of transferring their 
capital to other fields, unless capital and income are to dis- 
appear at the end of the period of grace. 

Some part of the capital equipment of the industry wears out 
each year, and the fund accumulated to replace it can be 
diverted to other fields. Possibly such salvage may amount to 
one-quarter of the capital ; it can hardly be a larger proportion 
of the whole. If then investors in the industry are unwilling 
to be impoverished, they must reduce current expenditures and 
create a new capital from incomes that are, by hypothesis, de- 
clining. Some will of course fail to do this, but there can be 
little doubt that many will. Adding to such quasi-compulsory 
savings the amount of " salvage " described above, is it improb- 
able that, say, $25,000,000 will be carried over into other 
industries? How much or how little is of course an indetermi- 
nate problem ; that some capital will thus be rescued hardly 
admits a doubt. 

It will be observed that I have chosen for my example the 
most difficult case of all — one in which no part of the industry 
could survive the removal of the duty. In the course of nature 
few such industries are admitted to the fold of protected indus- 
tries. In most cases, perhaps, the removal of the duty would 
result merely in a moderate shrinkage of funded incomes. And 
if ample time for readjustment were given, any reduction in 
national capital would in great measure be obviated through the 
savings of those whose economic position was endangered. 

VII 

The foregoing argument may be summarized as follows : 
The free-trade view that protection can not increase the wealth 
of a nation is tacitly based upon a theory of capital formation 
through an automatic process of accumulation of surplus income. 
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This theory is radically false. Large accumulations of capital 
are, as a rule, made only when a surplus of income above estab- 
lished standards of consumption appears in connection with 
favorable opportunities for investment. This conjunction of 
favoring circumstances is found only in the developing industry. 
It is the nature of protection to give rise to industries that for a 
long time remain in a stage of rapid development. It is then 
in the nature of protection to give a stimulus to the formation 
of capital — that is, to create one of the essential elements in 
national productive power. 1 We can not then say, as did the 
classical free-traders, that protection merely changes the form 
in which productive power manifests itself. How large a part 
of the existing productive power of the world is due to protec- 
tion it is of course impossible to say. But one should not be 
regarded as heretical if he ventures to express the opinion that 
had all modern states maintained the policy of absolute free 
trade, the vast capitals of modern industry would have been 
unknown. 

The bearing of our study upon economic history is obvious. 
Has it also a bearing upon present-day problems? It is prob- 
able that in many lines of American industry the work of pro- 
tection in creating a capital is practically complete. Quite 
possibly the natural accumulation of capital in this country is 
now sufficient to supply the legitimate demands of expanding 
industry. Indeed, it may well be that the compulsory saving 
that a reduction in duties would entail would now prove a richer 
source of new capital than the fund diverted from consumer to 
producer. But in such countries as Italy, Russia and Japan, 
which are as yet very inadequately supplied with capital, the 
policy of protection is likely to prove a very efficacious means 
of economic development. In every country the time naturally 
arrives when protection ceases to stimulate capital formation. 

What is the test by which it can be determined whether the 
protective system shall be abandoned? According to the 

1 It is not maintained that protection is the only means of creating the favorable 
conjunction of circumstances descriDed. An improvement in the technique of pro- 
duction or of transportation may exert a similar influence. Cf. the rOle assigned to 
"invention " by John Rae, Sociological Theory of Capital, pp. 151 et stq. 
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academic neo-protectionists, duties should be abolished when 
the protected industries are in a position to meet foreign com- 
petition. According to the theory here put forth, the duties 
should not be removed until the protected industries cease to 
develop rapidly. Then the duty should be removed, whether 
the industry can meet foreign competition or not. A reason- 
able period of time for readjustment should, however, be given, 
in order that at least a part of the capital no longer required by 
these industries may be removed to other fields. 

It may be said that the foregoing argument is animated by a 
capitalistic ideal, without scruple and without reserve. It appears 
to justify the burdening of those who live upon quasi-permanent 
and quasi-stationary incomes from property, and of those who 
live from the meager earnings of their daily labor — the cultured 
classes and the needy classes — for the benefit of those who are 
inspired by their economic situation with the ambition to save 
from profits in order to create capital that will yield further 
profits. It implies the sacrifice of present consuming power for 
the purpose of increasing future productive power, but it is the 
consuming power of one class that is sacrificed to the producing 
power of another class. All this is true. But one may honestly 
hold that a highly capitalistic state of society affords a higher 
level of social welfare than did the state of petty industry that 
preceded it. Even those who are most inclined to emphasize 
the evils of our capitalistic state admit that it is a necessary 
preparation for the better state which they claim will supersede 
it. If, then, rapid progress in the direction of a highly capital- 
ized state involves costs, who shall say that the costs should not 
be incurred ? The century-long debate on protection versus free 
trade has not, however, hinged upon questions of social justice, 
nor upon questions of higher values than national prosperity. 
Protectionist and free-trader have alike been inspired by capi- 
talistic ideals. Each has placed as the highest good the mate- 
rial wealth of the nation. What I have tried to show is that in 
the main the policies advocated by the protectionist have been 
well designed to secure the object which he has had in view. 

Alvin S. Johnson. 

University of Nebraska. 



